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COST REIMBURSEMENT CONTRACTS
BEST PRACTICES GUIDE

PURPOSE: The purpose of this guide is twofold.

First, to establish Best Practices for the administration of cost reimbursement contracts. These
practices are intended to improve the management and administration of cost reimbursement contracts
which, in turn, will result in excellence in contractor performance, responsiveness to customers, and in best
value to taxpayers through timely delivery of goods and services at a reasonable cost.

Second, to serve as a resource for instructional purposes for those participating in the Army Corps
of Engineers PROSPECT course, contract administration workshops, and local Army Corps of Engineers
offices. The best practices apply to both construction and services contracts unless otherwise noted.

SCOPE: Thisguide appliesto Cost Reimbursement Contracts and includes Cost Plus Fixed Fee, Cost
Plus Award Fee, Cost Plus Incentive Fee, and Time and Material contracts. The guide appliesto Term,
Completion, and Indefinite Delivery Indefinite Quantity (Task Order) types of contracts.

GUIDE STRUCTURE: This guide is divided into two areas:

General Information on cost reimbursement contracts, covering the definition and types of cost
contracts, and providing comparisons between cost and fixed price contracts.

Best Practices of cost reimbursement contract administration, where concerns are identified and best
practices are presented. Thisareais presented by topics, see The Table of Contents for atopical
listing.

At the end of each topic, amatrix of concerns with best practicesis provided.

This Best Practices Guide is available for download from the U.S. Army Corps of Engineers HTRW-
Center of Expertise internet site in Adobe Acrobat ® file format. The availability for download will
provide the widest possible exposure and alow for periodic updates. The web address for download is:
http://www.environmental .usace.army.mil/

COMMENTS: Users are encouraged to provide input on this guide. Input and suggestions will be
evaluated periodically and the version available for download from the internet site revised. Comments
may be directed to Thomas Pfeffer, HTRW-Center of Expertise, at email address:
thomas.f.pfeffer@usace.army.mil. or to the Web Coordinator at the site referenced above.

It is not the intent of the Guide to supersede any law, Government regulation or HQUSACE written
policy guidance and where there is a conflict the law, regulation and/or written HQUSACE policy
shall govern.

Purpose of Guide, Scope, Structure, and Comments 6
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SECTION I: COST REIMBURSEMENT CONTRACTS, GENERAL

THE COST REIMBURSEMENT CONTRACT

Cost reimbursement types of contracts provide for reimbursement to the contractor of all incurred
allowable, alocable, and reasonable costs to the extent prescribed or provided by the contract. Cost
reimbursement contracts establish an estimate of total costs for the purpose of obligating funds and
establishing a ceiling that the Contractor may not exceed, except at its own risk, without the approval of the
Contracting Officer (FAR 16.301-1). Fee, if any, isalso included in the contract cost as a separate
payment item. However, the establishment of acost limit or ceiling is not to say that the Contractor must
complete all of the work described in the contract if incurred costs exceed the ceiling limit. 1t smply means
that when the Contractor reaches the extent of the funds available, work must stop and any work performed
beyond funds available, as stated by the contract, is then at the Contractor’srisk. (FAR 52.232-20
LIMITATION OF COSTS AND FAR 52.232-22 LIMITATION OF FUNDS)

FAR 16.301-1, 16.301-2, and 16.301-3 provide guidance on the appropriate use and limitations for use of
cost-reimbursement contracts.

TYPES OF COST REIMBURSEMENT CONTRACTS IN GENERAL USE
BY THE U.S. ARMY CORPS OF ENGINEERS

The U.S. Army Corps of Engineers first made substantial use of cost reimbursement contracts during
World War I. The contract type used was cost-plus-percentage-of-cost (CPPC). This alowed the fee to be
paid as a percentage of incurred cost. This fee arrangement actually provides an incentive for the
contractor to overspend because as total costs would grow higher, so would the fee. Asaresult of this
experience, Congress prohibited the use of this contract. Because of this prohibition, it isimportant that
amount of fee be determined independently from actual cost incurred. The types of cost reimbursement
contracts in use today provide for such independent calculations.

The following listing describes the four types of cost reimbursement contracts presently authorized

1. Cost Plus Fixed Fee (CPFF): The components of a CPFF contract are allowable costs and a
predetermined fixed fee. The feeis determined by developing an estimated total contract cost (exclusive of
fee) and applying a reasonable percentage to calculate afee pool. Once the feeis calculated, it becomes an
independent sum of money, which the contractor is entitled to receive, after full and satisfactory
performance of the work. The fee pool changes only with termination of the contract or a fee bearing
contract modification to the scope of the contract. The maximum fee allowable is 10% of the estimated
contract cost (unlessit isan R&D type contract), however, the actual percentage is determined either by
negotiation or through the competitive contract selection process using a percentage proposed by the
contractor.

2. Cost Plus Award Fee (CPAF): The components of the CPAF are allowable costs, a predetermined
base fee pool, and an award fee pool. The base fee pool is caculated in the same manner as the fixed fee
described above, except that the base fee pool can be between zero and 3% (maximum) on contracts

SECTION I: Cost Reimbursement Contracts, General 7
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awarded prior to the rewrite of FAR 15. The rewrite, which was effective on January 1, 1998, removed
limitations on fee for CPAF and CPIF contracts. The award fee pool is aso calculated by taking a
percentage of the total estimated cost. The contractor’ s performance is monitored and a subjective
evaluation is made on a periodic basis. Through this evaluation a determination is made by the fee
determining official (FDO) on the amount of the award fee pool to be paid to the contractor in addition to
the base fee. The determination is not subject to the Disputes Clause of the contract. Contracts awarded
prior to the FAR 15 rewrite had a maximum total fee for CPAF of 10%. The actua percentage used for
base fee and award fee calculations are aso determined by negotiation or from the competitive selection
process.

3. Cost Plus Incentive Fee (CPIF): The components of a CPIF are allowable costs, a target objective, a
target fee, a maximum fee, a minimum fee, and a fee formula. Fee paid to the contractor for this type
contract is determined on an objective basis and is used to incentivize measurable objectives of
performance. For example, to incentivize cost, atarget cost is established with a corresponding fee. If the
contractor completes work under target then additiona feeis paid. If the cost target is exceeded, alower
feeispaid. An objective formulaisused to establish the exact fee in either case. The contract can
incentivize any one or measurable aspects of performance, such as schedule, production, safety, quality,
etc. However, cost performance is always a required evaluation factor.

4. Time and Materials (T&M): A T&M contract is a cost reimbursable contract to the extent that all
allowable costs for equipment, materials, and travel are reimbursable. However, payment of labor is based
on apreviously agreed to unit rate for each labor category. The labor unit rate, which is proposed by the
contractor, includes all overhead and fee. Close control of this type contract is required as the more labor
used, the more fee the contractor receives. Efficiency, or labor productivity, is the biggest management
problemin T&M contracts. Therefore, it is critical that the government closely supervise this type of
contracts.

See the Cost-Reimbursement Construction Contracts (CRCC) Guide, Section 2, for history, application,
advantages, and limitations, of each of these contract types.

Each of the above contract types can be completion form or term form. Completion form requires a scope
of work that establishes definite goals, or atarget, and an end product. Term contracts establish a scope of
work and require alevel of effort for a stated time period. For construction and engineering services, the
completion form is preferred. See FAR 16.306(d) for further discussion.

COMPARISONS BETWEEN COST REIMBURSEMENT CONTRACTS AND
FIXED PRICE CONTRACTS

Significant differences exist between cost reimbursement and fixed price contracts. Because of these
differences, a different management approach is required. It isimportant to understand these differences to
establish techniques and tools to effectively manage and control the contract.

1. Best Effort vs. Complete and Usable Product: Unlike fixed price contracts, a complete and usable
product is not a contract requirement. 1n cost reimbursement completion contracts, it is the established
goal, but achievement of that goal is dependent on issues outside the contract. What the contractor is

SECTION I: Cost Reimbursement Contracts, General 8
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required to giveis a“best effort” in achieving the goal. What the government owes the contractor is all
allowable costs for the contractor’ s best effort to achieve the goal, plus a pre-established fee.

2. Cost vs. Price: As stated above, the contractor is reimbursed all allowable costs. Allowable costs are
those allowed by FAR PART 31, and which are reasonable and allocable. Although compliance with FAR
part 31 is factual, the test of reasonableness and alocability is somewhat judgmental. Agreements with the
contractor regarding reasonableness and allocahility of cost are necessary prior to costs being incurred.
Price includes a profit factor and implies afair market value of the product or services. During a cost
reimbursement contract, the government may or may not receive a product or service at afair market value
(price), but must pay incurred costs.

3. Public Vouchers vs. Pay Estimates: Payment to the contractor is substantially different under cost
reimbursement contracts. With fixed price contracts, a monthly estimate is made of the percentage of
contract completion and the contractor is paid a similar portion of the contract price. This payment would
include any proportiona profit on the completed work, again, based on the contract price. Following the
Prompt Payment Act, the contractor is then required to pay his subcontractor within 7 days of receipt of
payment, see FAR 52.232-27. The payment is processed with a Payment Estimate form. With cost
reimbursement, payment is processed with a public voucher, with copies of contractor paid invoices
included. A large business contractor isrequired to pay his subcontractors before submitting an invoice.
Only allowable costs are reimbursed, but interim payments are reimbursed regardless of the proportional
amount of total of work completed. Feeisitemized separately. The Prompt Payment Act (PPA) appliesto
cost-reimbursement contracts, but interest penalty payments are not made to the contractor as the result of
delayed contract financing payments. In this sense, “interim payments’ are considered “contract financing
payments’ as discussed in FAR 32.907-2. Because the contractor is required to pay subcontractors and
suppliers prior to submitting the public voucher, interest will accrue to the contractor on the funds used but
thisinterest is not reimbursable. To reduce this business burden, the government should expedite the
payment process.

4. Government Risk vs. Contractor s Risk: In fixed price contracting, the contractor is assigned the
cost, schedule and quality risk. The government only requires the specified work of the contract and the
contractor’ s profit depends on its ability to produce those requirements. In cost reimbursement contracting,
the risk of those three objectives shifts to the government. Cost, schedule, and quality are not guaranteed
by the contractor, only a best effort to try to achieve them. It is therefore important that the government
become involved in the total project management process to assure success and to limit government risk.
This requires direct management approach vs. the typical indirect approach used in fixed price contracts.

5. Fee vs. Profit: The terms fee and profit are often used interchangeably, but they are not the same.
Profit isthe money that remains with the contractor after all bills have been paid. Fee isthe sum paid by
the government in addition to allowable costs. These are not the same because the contractor incurs costs,
which are not considered allowable by the government but are necessary for business. One such cost is
interest on money, as described above under the payment process. In fixed price contracts, profit can
range from high, to low, to loss, depending on the competition, efficiency and luck of the contractor. Ina
cost reimbursement contract, the fee range is generally fixed. The contractor can influence the amount of
his fee by his performance, good or poor.

6. Management Challenges: In selecting the use of a cost reimbursement contract, Corps personnel
should be aware of three (3) specific management functions that will require increased attention during the
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administration of the contract. Knowledge of these management challenges will provide time for the
development of responsive plans and procedures prior to award of the contract. These challenges are:

(A) Managing the Contract Technical Baseline: The summation of al contract technical

requirements from the request for proposal, specifications, drawings, etc., is generaly known asthe

contract technical baseline . In firm-fixed price contracting, the technical baseline normally consists of
the specifications and drawings issued to the contractor. However, in many cost contracting situations,
details for the required scope of work (technical basgline) are not known at the beginning of a project.
Nevertheless, as the project unfolds under a cost contract, and investigations, work plans, and
specifications are developed and approved, the definitive scope of work that isto be accomplished will
eventually need to be communicated to the contractor. The government team faces the challenge of
providing extensive technical details on the scope of required performance to the contractor after the
contract has been awarded and after a notice to proceed has been issued. This situation suggests that the
government administration team must have a thorough understanding of the orderly methods that will be
used to accomplish this information transfer, inserting the information and requirements into the contract
scope, together with the relationship of these information transfer activities to the contractual actions of
technical directions, and change orders. The process of adding and controlling the information that is
given to the contractor during the process of contract performance is often referred to management of the
contract technical baseline. On cost contracts, this effort will be far in excess of technical baseline
management efforts encountered in fixed price contracts.

(B) Management of the Contract Cost and Schedule Baseline: The contractually established cost
and time of performance is referred to asthe cost and schedule baseline. 1f awork element has been added
to the technica baseline, corresponding elements should exist in the cost and schedule baseline. As a cost
reimbursement contract proceeds, and as the government team provides more and more definitive technical
information to the contractor regarding the details of the scope of work to be accomplished, the contract
cost and schedule baseline will be questioned and, more often, increased or extended. Under cost
reimbursement contracts, the government team can not assume that government liability for cost and time
will be unchanged until a contract modification has been issued. Consequently, the contract administration
team should be proactive in the investigation and management of al activities that occur under the contract
that may change the cost or time of performance and an active plan for management of the cost and
schedule baseline should be created and implemented. Just as the technical basdline will be constantly
revised, the cost and schedule baseline should be as frequently evaluated, with the necessary changes or
revisions incorporated promptly.

(C) Working with Cost Reimbursement Contract Clients: The process of evaluating technical
information that becomes available during the performance of a cost reimbursement contract, and the
decision to formally add such information to the contract or issue direction to the contractor, may require
extensive interface with a contract sponsor, client or owner. Sometimes, the client may be a State
environmental regulator, well detached from any direct contracting agency relationship. In fixed price
construction, the contract administrator may be able to rely on design guides, standard practice, or other
established methods to make objective decisions on similar technical matters. However, the nature of cost
contracts may require a more “subjective” determination, one that is to be made by or driven by the project
client or sponsor. In many past examples, project sponsors have played dominant roles in the technical
decision making process and, as a result, have been primary forces behind extensive technical, cost, and
schedule basdline growth.
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This situation suggests that the Corps management team be prepared to work closely with the
project client or sponsor, integrating them into the contract management team. The sponsor should
understand that all technical decisionsimpact cost. Quality, cost, and schedule performance are linked
together. An organizational element or team should be established to assist in the evaluation of all
directions given to the contractor, before such directions are given, so that the project sponsor can
understand the impact that technical decisions will have on the contract baseline. If possible, the project
sponsor can then be included in the management of contract funding, serving as an advocate in the event
that additional program funds are needed, or in providing the justification for what may appear to be
“added work”. Experience has demonstrated that the management technique known as “ partnering” can be
most useful in uniting both the government teams and the government-contractor relationship.

For more information on this subject, refer to Cost-Reimbursement Construction Contracts
(CRCC) Guide, Section 3.

THE NATURE AND BUSINESS ENVIRONMENT
OF COST REIMBURSEMENT CONTRACTS

A cost reimbursement contract is normally selected because it is the best and most economical
method to complete the required work under the circumstances. Economica does not necessarily equate to
the lowest initial cost or price, but includes consideration of time, unknown conditions, completeness of
design, and outside interference. While most contracts executed by the Army Corps of Engineers are of the
firm fixed-price (FFP) type, FFP contracts require awell defined scope of work expressed through
relatively complete plans and specifications. It is frequently the lack of definitive scope and the lack of
complete plans and specifications that result in the decision by the Corps to use a cost reimbursement
contract.

Having awarded a cost contract, the government team must then cooperate closely with the
contractor, providing the necessary direction on the work to be performed. The attitude of close
cooperation, and the nature of the cost reimbursement contract, creates a business environment that may be
quite different than that experienced on fixed price projects. The nature of cost reimbursement contracts
may involve some of the following:

Performance Specifications/Requirements vs. Detailed Design Specifications.

Closer Cooperation within the government on Design, Construction, and Contracting.

Intense involvement of the customer or owner in the continuous process of defining the required scope
of work and in establishing priorities between quaity, cost, and schedule trade-off’s.

Environmental Regulatory Agencies as the primary “customer” (that is, the entity that establishes
mandatory project requirements).

Direct involvement of contracting agency personnel in the contractor’s management practices and the
means and methods of contract performance.
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Synergy and increased cooperation between al parties: contractor, contracting agency, and
regul ator/customer.

While Firm Fixed Price contracting may remain as the preferred method for accomplishing
congtruction projects, the cost reimbursement contract is the best method if the scope of work can not be
clearly defined. Successful execution of cost contracts avoids the “arms-length” relationships of FFP
projects and encourages close cooperation by all parties.
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SECTION II
BEST PRACTICES OF COST REIMBURSEMENT CONTRACTING

THE NATURE AND BUSINESS ENVIRONMENT
OF COST REIMBURSEMENT CONTRACTS

CONCERNS BEST PRACTICES
Limiting the Recognize and manage the risk inherent in cost reimbursement contracts.
assumption of
risk, or a. Recognize and accept that in a cost reimbursement contract the government does
controlling risk assume almost all of the risk -- plan to manage it!
to the
government in b. Select a contract type that provides the greatest contractor motivation while
cost reducing risk to the government. Cost plus Award Fee with atailored Award Fee
reimbursement Plan alows the government to outline incentives for the contractor. Cost plusa
contracts. fixed fee may result in alower total fee but with little financial incentive to control

costs.

c. Provide assertive management practices that will reduce the total risk, for
example:

(1) Use of fixed price subcontracting by the prime contractor may limit
cost risk.

(2) Dividethetota contract/project into smaller pieces using task orders or
by application of the Work Authorization Document (WAD) system. Use of the
WAD system is highly recommended as a means to recognize and control costs.

(3) Assure effective cost performance by using “Earned Value’ techniques
to evaluate monthly progress. See Best Practice section on Controlling Contractor
Costs for more information on “Earned Value’.

(4) Apply conventiona scheduling techniques to assure work on all
deliverables remains on schedule and use the schedule to control resources to “just

intime” delivery.
Maintaining Combine government and contractor resources wherever possible to maximize
typical arms- performance and reduce the total manpower requirement for the project. Some
length business | examples include:
associations
similar to the a. Shop Drawings: Maintain a single register that provides the status of al
environment of submittals. Develop “over-the-shoulder” review methods that assure all submittals
fixed price generated are acceptable and approved as early as possible.

contracting.
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b. Project Schedule: Maintain ajoint project schedule utilizing common software.
Share all schedule information including projections. Jointly develop fragmentary
networks to determine potential savings from alternative approaches to planned
tasks. Integrate scheduling decisions with possible changes to quality and schedule
requirements.

c. Quality Assurance: Develop performance procedures that alow step-by-step
verification and acceptance so that the risk of rejecting finished work is minimized.

d. Cost records: The contractor should be totally responsible for the devel opment
and maintenance of cost records and reports with the government assuming the role
of manager and evaluator of trends. These records must be kept current.

e. Contracting: The contractor is responsible for procurement of subcontracts,
labor, equipment and materia for the project and will develop plans and procedures.
Maintain original documents and records by the contractor and avoid duplicate
copies being made for or filed by the government.

f. Management Information Systems (M1S): The contractor will implement and
maintain aMIS that can be accessed by both the government and contractor. The
MIS can be the source of most project information.

A cost-
reimbursement
contract may
appear to lack
structure in
comparison to a
fixed priced
contract in that
the scope of
work, or task
orders, and their
accompanying
plans and
specifications
have not been
totally developed
or are
incomplete.

Manage the portions that are defined while continuing to develop the technical
scope for undefined work that remains.

a. Focus management efforts on the development of the plans and procedures for
each step of work, assuring that each step is sufficiently defined before
authorization for the work is given.

b. Manage the project in view of the technical performance required for each piece
of work rather than achievement of “all of the plans and specifications’, or
completing the contract based upon specification wording. If a project requirement
is redundant or unnecessary, diminate it. Alternatively, if additiona work is needed
to achieve quality or regulatory requirements, give direction to increase effort or
scope.

c. Continuoudly evaluate the work to be performed against the various goals of the
government. Government goals typically include quality, cost, and schedule. Make
adjustments so the contracting goals, not smply the words of the specifications, are
being achieved. For example, a schedule goa may be “to finish on the date
specified” or it could be to “finish as soon asit is possible to do so within the
budget”. This example conveys the idea that the budget is more important than
schedule and the schedule could dip if necessary to remain within cost targets.

d. All government entitiesinvolved in the cost reimbursement task order

The Nature and Business Environment of
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(engineering, project management, construction, contracting, etc.) need to work in
close contact with the Contractor to effectively develop the undefined portions of the
work. However, in ateam setting, the contractor needs to get direction from a
unified COR/Contracting Officer source.

Develop the WBS, using both the known project requirements and technical
assumptions, thereby developing an initial detailed structure for project execution.
Thisinitial WBS can then become the technical baseline by which project objectives
and customer expectations are managed, as well as the basdline in which changesin
technical direction, cost and schedule are measured and anayzed.

Initiating
performance of
work on a
segment of the
project, or task
order, prior to
finalization of

The Work Under a Cost Reimbursement Contract is Actually Best Controlled
When Managed in Definable Segments.

a. Initiating performance prior to complete definitization may be necessary. Select
methods to subdivide the project into definable features of work and authorize
starting work on those features that can be defined.

contractor on a
cost contract

plans, b. Use the Work Authorization Document and/or Contract Management Procedures
specifications, or | to control the resources assigned to the project. Manage the flow of resources
procedures. against the defined and authorized work available.
c. Early start of work can result in a“fast-track” approach to the schedule as plans
for later phases of work are being developed concurrently with actual work on initial
phases. Optimization of schedule can result in the lowest total project cost if
resources are properly planned and managed.
Motivating the Understand the goals and objectives of the contractor so that motivational efforts are

effective. Most contractors are interested in the following:

a. Profit: Although the total available fee may be limited on a cost contract, the
contractor can realize a greater portion of profit by avoiding non-reimbursable costs
and reducing interest charges. It is motivationa to the contractor for the
government team to assist in maximization of profit from the available fee through
expedited voucher processing and good management that eliminates the need to deny
reimbursement of costs.

While not increasing the total fee, a contractor can improve the apparent profit
percentage by performing the work at atotal cost lower than the target cost. For
example, on an estimated $1 mil CPFF contract a 10% fee generates a fee pool of
$100 K. If the contractor earns a $100 K fee, but can perform the work for $950
K, therate of return is 10.5%. This statistical gain can be very motivational for
personnel and project managers competing against other similar contractors and
managers and may help them strive for alower total cost.
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b. Potential for future business: Contractors can be motivated by understanding
the value of good performance on the present project as a reference for future
competitive selection. Many contract selection actions are heavily weighted to past
performance evaluations.

c. Pride and reputation: Contractors are motivated by reputation. It is beneficial
to include the name(s) of the contractor and contractor personnel in public
information briefings and press releases. Having their name associated with an
important government project, national defense, or environmental clean-up is very
beneficia to contractors.

d. Experience: Contracting firms grow with experience, and many are motivated
by the opportunity to participate in present or future government contracts, cost
reilmbursements contracts, environmental remediation, or other significant or unique
projects.

e. Multiple Award Contracts: Multiple award contracts are being used for task
order type contracts. Thisalows for several awards for the same services and the
government has the choice of contractors to use on any onetask order. The choice
is made based on cost and other factors such as performance on ongoing work on
the contact